Monetary Policy Aspects of the Enlargement of the Euro Area
Accession of the candidate countries to the EU is to be followed by the introduction of the euro, although with some delay. This raises two fundamental questions. First, will the ECB, given its current decision-making procedures, be able to adopt the needed monetary policy measures as swiftly as necessary? Second, will structural inflation in the candidate countries cause serious problems for monetary policy in the euro area?
In this report, we maintain that a reform of the ECB's decision-making procedures is of the utmost importance. In order to function efficiently, the ECB's decision-making body needs to be manageable in terms of size. Creating groups within which membership rotates seems to be the best structure for an enlarged euro area.
In answer to the second question, structural features of countries in the real convergence process should not pose a serious problem for the monetary policy of the ECB. Firstly, due to their size and economic strength the candidate countries will have only a minor weight in the euro-area aggregate data. Secondly, the BalassaSamuelson effect, which is considered to be at work in countries in the process of catching up, will be of only small magnitude. Other factors are expected to be more important in the process of price level convergence.
At the Göteborg summit in June 2001, the EU stressed its interest in concluding the accession negotiations with the most advanced candidate countries by the end of 2002. Their accession to the EU would then be possible in 2004, enabling the countries to take part in the elections to the European Parliament due that year. The 2004 enlargement could include up to ten countries. 1 Entry to the EU implies membership in the Economic and Monetary Union: the countries have to regard their monetary and exchange rate policies as a matter of common interest, and it is expected that the new members will participate in the Exchange Rate Mechanism II (ERM II). The central banks must be independent of the governments; and in the financing of budget deficits, governments must not have recourse to central bank credits. However, the introduction of the euro will not occur simultaneously with EU accession, as the Maastricht criteria first have to be met. Because the new member states are not granted an 'opt-out' clause, their accession to the euro area will take place automatically when the convergence criteria laid out in the Maastricht treaty are met. In any case, most candidate countries aim for swift adoption of the euro (cf. table 1).
Reform of voting rules
Currently the ECB's Governing Council has 18 members with equal voting rights: the six members of the Executive Board, and the twelve central bank presidents of the countries participating in the euro area. According to the ECB Statutes, votes on monetary policy require a simple majority. However, in reality, decisions are usually adopted by consensus.
2 In a case of stalemate, the president casts the deciding vote.
With the coming round of EU enlargement, the Governing Council could have up to ten more members as early as 2006. With the adoption of the euro by the EU members Denmark, Sweden and the United Kingdom as well as by the remaining candidate countries from Eastern Europe, the number of persons entitled to vote would rise to as many as 33. In such circumstances, it seems neither practicable nor appropriate to maintain the current voting rules. Decision making would certainly become too cumbersome. Furthermore, the already existing disproportion between voting rights and both the size of the population and the economic might which each vote ultimately represents will increase considerably. In an extreme case, 17 central bank presidents of smaller countries could determine the outcome of a monetary-policy decision, although the countries represent just 20% of the total population and produce only about 15% of the euro-area GDP.
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Reducing the size of the Governing Council appears unavoidable. This raises the question of whether such a reduction can be reconciled with the interests of the member states. It is obvious that the ECB can target its monetary policy only on the euro area as a whole, and regional interests should not play any part in the deci- sions of a central bank. The central bank presidents of each member country present in the Governing Council are experts on monetary policy and required to exercise their task with a view to the developments in the euro area as a whole. Given their statutory independence, it is likely that decision-making processes within the council develop their own internal dynamics. This does not, however, preclude discussions of regional features and their importance for the area as a whole; in fact, such discussions may be necessary to attain a complete picture of current economic and monetary developments. However, regional aspects cannot be the central consideration in designing monetary policy measures, unless they decisively affect developments in the whole euro area. The independence of the monetary policy decision makers is also supported by the confidentiality of the minutes, as laid down in the ECB's Statutes. 4 Ultimately, conflicts of interest should arise only in the short term, if at all. A monetary policy oriented towards the needs of Ireland, for example, and thus taking a restrictive stance, would in the medium term have to cope with the recessionary tendencies this would trigger in the euro area as a whole. Hence the principle must be: What is good for the euro area is good for each country.
There are three possible reform models for the ECB Council 5 : a monetary policy committee of experts (as in the United Kingdom), groups that each appoint a representative (as in the case of the IMF), and rotation (as in the United States). The dilemma in any reform model is that the tendency for individual members to focus on national interests could be aggravated if their representation were restricted.
At first glance, a monetary policy committee comprised of six to ten monetary policy experts seems to be the best solution. Monetary policy requires experts with experience, practical know-how and far-sightedness, and not representatives who pursue national interests. However, a number of reasons could make this option less desirable. First, central bank presidents are usually qualified and experienced experts. Second, as already stressed, their knowledge of regional developments contributes to a more complete assessment of the developments in the euro area. Third, as regards the accountability and credibility of the ECB, the central bank presidents from each individual country constitute the most important links between the countries and the Governing Council of the ECB. 6 Fourth, it is difficult to imagine that the election of monetary policy experts in the euro area could take place without consideration of their regional origin. The decision-making body of the ECB differs in this regard from the Monetary Policy Committee of the Bank of England or from that of the Sveriges Riksbank, which were designed for substantially smaller and more homogeneous monetary areas. Fifth, the experts in the monetary policy committee are not necessarily less attentive to regional developments than the presidents of the national central banks. A study of the voting behaviour in the Fed has revealed that in the United States it is precisely the members of the executive board who take into account developments in their home regions.
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If groups of countries were to delegate representatives to the ECB Council, all countries would always be represented, and the decision-making body would be of a manageable size. In such a case one can assume that the representatives would have to coordinate their positions with the other countries in their group, which restricts the independence of their decision making. It therefore seems that the aforementioned dilemma of a strong national orientation of the Council's members might be the most severe in this option.
We therefore suggest that forming groups is combined with rotation within each group. Rotation rather than representation should reduce the danger of national interests substantially influencing voting behaviour. The smaller countries of the euro area should form groups that _ insofar as is practical _ approximately correspond to each other in terms of economic importance. Indicators used to determine the weight of individual countries could be the size of population and GDP, with both indicators given equal weight. Table 2 shows the proposed groups and the underlying weights of the member countries in the enlarged euro area. Restricting the total number of board members to 19 and retaining the current structure of an Executive Board of six members then implies that the central bank presidents of the seven largest countries _ Germany, the United Kingdom, France, Italy, Spain, Poland and the Netherlands _ would always be members of the ECB's Governing Council. The central bank presidents of the other countries, most of which form regionally defined groups, would rotate annually. In addition, the four countries with by far the most weight _ Germany (20.6%), the United Kingdom (15.4%), France (14.7%) and Italy (13.1%) _ should be permanently granted the right to nominate one member of the Executive Board.
Admittedly, this proposal would most probably require a further amendment of the EU treaty, as both the rotation within groups and the permanent right to nominate representatives to the Executive Board need to be laid down in law. However, this should apply to all proposals that aim to restrict the number of members entitled to vote in the Governing Council. Hence this should also apply to the proposal of Baldwin et al., who suggest the delegation of decision making to a group of experts, i.e. the Executive Board. 
Real convergence does not imply higher inflation
It is often argued that enlarging the euro area by admitting countries still in the catch-up process would impair the ECB's policies, because real convergence in the new member states is inevitably connected with higher inflation rates. 9 In such circumstances, the ECB would only be able to achieve its target of a maximum inflation rate of 2 % for the euro area as a whole if the more advanced member states had a correspondingly lower inflation rate.
10 This, of course, could substantially hamper their economic development.
The argument on which such fears are based is related to the Balassa-Samuelson model 11 (cf. box 1). This model gives a supply-side explanation for the differences in the price levels between countries in different stages of economic development. According to the model, differences in the overall price level between countries with different levels of development stem from the prices of non-traded goods, especially services. The prices of non-traded goods differ due to the wage level, which is generally lower in less developed countries. The overall wage level of the economy is determined by the productivity in the traded goods sector, 12 in which developing countries substantially lag behind the advanced countries (e.g. due to lower capital stock), and thus entails correspondingly lower wages. Key assumptions of this relationship are that the prevailing wage level in the traded goods sector holds for the entire economy, and that the production of non-traded goods essentially relies on labour.
The Balassa-Samuelson model describes a possible path of convergence in the price level as developing economies catch up with those that are more developed. Higher labour productivity in the traded goods sector will raise the wage level in the whole economy. Due to the model's assumption that the production elasticity of labour is higher in the non-traded goods sector than in the traded goods sector, labour productivity increases in the former will be smaller. The rising wage level will therefore lead to higher prices for non-traded goods and a rising price level. However, as the Balassa-Samuelson model only focuses on one aspect of price level convergence, its applicability for accession countries in the catch-up process is limited.
First, this applies to the assumption that the law of one price holds for tradables. Experiences with a single market both in Europe and in the United States show that the differences between the prices for non-traded goods are generally larger than those for traded goods, but that the latter prices also diverge substantially.
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These divergences can be caused by the tax system, by differing competitive pressures, or by the pricing to market strategies of enterprises. Wage policies are also of crucial importance. If wage increases are not determined by marginal productivity at the firm level, but by centralised or cross-firm bargaining processes, any wage rise will most probably be influenced by average productivity growth for all the firms or for the economy as a whole. In such a case, the increase in the price of non-traded goods will be accordingly smaller.
Second, even within the model, the impact of productivity increases on the relative price of non-tradables can differ between countries. 14 Third, it is misleading to assume that countries in the catch-up process produce the same tradable goods as developed countries with the only difference being the respective productivities with which they are produced. Real growth also consists in an increase and change in the supply capacity (e.g. through a higher capital stock), which enables countries to produce an increased variety of traded (and non-traded) goods. The new goods are usually of a higher quality and have a higher technological content. Tradable goods of a higher quality command higher prices, without leading to a loss of purchasing power.
Fourth, the composition of non-traded goods also changes during the real convergence process. On the one Economics and Statistics, 1964, pp. 147-154. 12 It is assumed that productivity growth varies less in the non-traded goods sector. hand, this refers to the public infrastructure and the quality of public goods (e.g. health care or education); on the other, numerous services are supplied and consumed only after a certain stage of development has been reached. 15 The new services in particular _ e.g. in tele-
The Balassa-Samuelson effect
The Balassa-Samuelson model gives a supply-side explanation for changes in the relative price of tradable and non-tradable goods. Assuming perfect competition in the tradable goods sector and in the factor markets, the relative price between non-traded and traded goods is entirely determined by the production functions. The Balassa-Samuelson effect states that changes in the relative prices between traded and non-traded goods are a consequence of different productivity advances in the two sectors. As long as Purchasing power parity (PPP) holds for the traded goods prices, an increase in productivity in this sector will not influence their price. Instead, in the case of fixed exchange rates or a monetary union, nominal wages will rise. If wages develop similarly in the whole economy, prices for non-traded goods will increase and they will therefore become relatively more expensive. The Balassa-Samuelson effect can be described within the framework of a model of a small open economy. 1 The following assumptions are made:
1. The economy produces traded and non-traded goods.
2. The supply side can be approximated by two (different) production functions, in which capital and labour are used as inputs and which are characterised by constant returns to scale.
3. PPP holds for the traded goods; their prices are therefore given exogenously.
4. Capital markets are integrated; and the interest rate is thus determined in the world markets.
5. Capital stock is fixed in the short run.
6. The labour market is homogenous within the economy. Wages in the traded goods sector are determined by the marginal product, and these wages also hold for the nontraded goods sector.
Capital stock, the prices of traded goods and the interest rate are thus exogenous. In addition, for the non-traded goods sector, wages are given. In such a setting, the relative price of non-traded goods is uniquely determined by the first-order conditions for firms, i.e. the supply side of the economy. Hence, the trend increase in the relative price of non-tradables can be viewed as an microeconomic equilibrium phenomenon. Within this framework, an increase in the traded goods sector's productivity that exceeds that in the non-traded goods sector will -assuming unchanged interest rates -raise the capital labour ratio in the traded goods sector and also nominal wages. To ensure that the returns on capital equal the given interest rate, the higher wages will require an adjustment in the capital-labour ratio also in the non-traded goods sector. This, however, implies that the amount of labour used in the production of non-traded goods declines. While the relative price of the non-traded goods increases, their output decreases. This is a consequence of the fact that the production function and the capital stock remain unchanged, while the labour input declines.
The relationship between the increase in the relative price of non-traded goods and productivity growth can be derived as follows. Taking logarithms of and totally differentiating the first-order conditions leads to:
where ∆ denotes the total differentials of the respective logarithm and (p nt -p t ) the relative price of non-traded goods.
Rearranging equations 1 to 4 leads to the following relationship 2 :
Hence, the development of the relative price of non-tradables depends on the productivity growth in the two sectors. The coefficient of total factor productivity in the traded goods sector should be higher than 1, because production elasticity of labour in the non-traded goods sector is assumed to exceed that in the traded goods sector. However, the Balassa-Samuelson model establishes a relationship in levels. A testable relationship in levels can be derived from the first-order conditions determining labour demand. Equating the conditions relating factor costs (wages) to the marginal products leads to the following relationship between the marginal products and the relative prices:
Productivity increases in the traded goods sector that exceed those in the non-traded goods sector will hence lead to a relative increase in the price of non-traded goods.
Empirical investigation of the Balassa-Samuelson effect for five candidate countries For five candidate countries (Czech Republic, Estonia, Hungary, Poland and Slovenia) we empirically tested for the Balassa-Samuelson effect. As this effect assumes a relationship between trending variables, we tested for cointegration. The estimated relationship is that in equation 6 in box 1. Cointegration was tested for with Engle-Granger single equation tests.
1 This is a rather restrictive method, as possible short-term dynamics cannot be accounted for. However, the small sample and the choice of quarterly data (the number of included observations ranges between 26 and 30) make the use of VAR-based methods difficult. In the estimations, we included level shift dummies when structural change made this necessary. The inclusion of level shift dummies in the estimation equation
requires that they are also included in the ADF test of the residuals:
and that the critical values are modified. We used the findings of Hassler 2 that the values determined by MacKinnon can still be applied if every dummy variable is treated as an additional non-stationary regressor. Only in the case of Estonia could we use the productivity differential between the traded and non-traded goods sector, as this is the only country for which consistent national accounts according to the A6 classification of the ESA95 are available. Productivity advances in the traded goods sector are approximated by productivity increases in industry, while the sectors construction, trade and finance represent the non-traded goods sector. Price developments are reflected in the corresponding deflators. For the other countries, no quarterly time series on productivity developments in the non-traded goods sector were available. We therefore had to assume that productivity had not grown in the non-traded goods sector, which is a very restrictive assumption. This implies that the parameters determined overstate the actual effect. Productivity increases in the traded goods sector were approximated by productivity in industry. Prices of non-tradable goods are represented by the service prices included in the consumer price index (CPI), and those of traded goods by the producer price index. We could find a systematic relationship between relative productivity and relative prices for some countries only.
Critical values for the ADF test of the residuals -3.90 -4.30 -4.65 -4.96 -5.24 5% -3.34 -3.74 -4.10 -4.42 -4.70 communications or financial intermediation _ exhibit above-average productivity growth.
Fifth, rising real income changes demand patterns. This is reflected most prominently in the calculation of the consumer price index. The representative consumer baskets differ substantially between poorer and richer countries. While food has a larger weight in the former, services are relatively more important in the latter. However, not only the weights of the goods included change during the growth process: new goods enter the basket, while others are removed. For example, when the Irish Statistical Office altered its representative basket in 2002, they eliminated TV rental and added the purchase of DVD players.
These five factors mean that price level convergence during the catch-up process can only partly be viewed as inflation. Furthermore, precisely these factors result in growth in the countries in the catch-up process being higher when measured with purchasing power parities instead of at constant prices. However, this does not preclude the prices of some services rising due to higher wage levels connected with higher productivity in the traded goods sector. Examples of such services are provided by the much cited hairdresser, but also by taxis or home nursing.
We examined the Balassa-Samuelson effect for five candidate countries (cf. box 2). Figures 1 and 2 show the development of the relative price of non-tradables and productivity growth. All countries are characterised by a trend of increasing relative prices for non-traded goods. But productivity advances differ markedly between the countries examined. The Estonian series moreover indicates that the difference between the productivity increases in the traded and non-traded goods sectors can be rather small. In addition, the effect of productivity increases on increases in the relative price of non-tradables differs greatly between the countries examined. The estimated coefficients are small in countries with large productivity increases and high in those with rather low productivity developments. We conclude that other factors will have at least an equal influence on the determination of the relative price of nontraded goods. Most importantly, in all the candidate countries the prices of some basic utilities (such as housing, water and energy) are still regulated. As their liberalisation must be completed before accession to the EU, adjustments are frequent and considerable. From figures 1 and 2 it can be seen that the price differential series are characterised by a number of level shifts. As Price differential Poland most of the regulated prices are services, it comes as no surprise that the relative price of non-tradables shows a trend increase; this, however, is independent of the productivity trends in the traded goods sector. This assessment of the Balassa-Samuelson effect on overall inflation is confirmed, for example, by the work of economists at the ECB. 16 According to their investigation, the most important factors determining the prices of non-traded goods are wage increases and factors related to the transition process, such as the liberalisation of regulated prices. Another piece of evidence is added by a panel investigation of the Balassa-Samuelson effect in the accession countries, which explicitly takes into account the weight of the traded and nontraded goods in the consumer basket on the one hand, and productivity increases in Germany on the other. Even in the countries with the highest productivity increases in the traded goods sector _ Hungary and Poland _ the inflation differential caused by higher productivity growth in the traded goods sector amounts to just about 1.5 percentage points. 17 As the estimations were made assuming no productivity advances in the non-traded goods sector, and as regulated prices are included in the non-traded goods prices, this should mark the upper limit of potential inflation differences due to the Balassa-Samuelson effect. Given the weight of Poland in an enlarged euro area's HICP of 2.8% (cf. table 3), the Balassa-Samuelson effect would cause an increase in the overall inflation rate of 0.04 percentage points. In the case of Hungary, a smaller country, the increase would be 0.01 percentage points.
Conclusion
The EU could be enlarged by up to ten countries by 2004. A corresponding enlargement of the euro area is likely to follow with a delay of just a few years. An early change in the ECB's voting rules is urgently needed in order to prevent the decision-making process from becoming too cumbersome. Our proposal, i.e. forming groups within which membership in the Governing Council rotates, would lead to a manageable size of the decision-making body without compromising the close ties with individual regions. Furthermore, the accountability of the ECB to member states and thus support for the ECB would be retained.
An impairment of monetary policy as a result of enlarging the euro area to include countries in the catchup process need not be feared. The importance of the Balassa-Samuelson effect during the price level convergence is limited, and the weight of the accession countries in the overall HICP will be rather small. Therefore, it is highly likely that price developments in the new member countries will have only a negligible impact on the euro area's aggregate inflation rate. At the same time, the limited importance of structural inflation in the accession countries indicates that inflation can be swiftly reduced if the market participants expect such a decline and adjust their behaviour accordingly. The accession countries would thus gain from early participation in the ERM II _ the preliminary stage for adopting the euro _ and an early announcement of the target date for meeting the Maastricht criteria. The more expectations can be positively influenced, the less the real costs of the disinflation process will be. 
